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SUBJECT:  INFLATION  SURGES  ON  HIGHER  FOOD  AND  UTILITIES 
REF:  A)  Jakarta  1007  B)  Jakarta  1033 

1.1.  (SBU)  Summary.  Indonesia's  headline  inflation  rate  jumped  to 
10.4%  (y-o-y)  in  May,  the  highest  rate  since  September  2006.  Rises 
in  food,  housing,  utility  and  transportation  prices  drove  the 
overall  increase.  Core  inflation  increased  to  8.7%  (y-o-y)  in  May 
up  from  8.2%  in  April,  suggesting  that  higher  food  and  fuel  prices 
are  slowly  starting  to  impact  other  products.  Analysts  expect 
further  increases  in  inflation  in  June,  since  the  full  impact  of  the 
fuel  price  hikes  is  not  captured  in  the  May  data.  Rising  prices 
continue  to  put  pressure  on  poor  households  and  complicate  economic 
decision  making  in  Indonesia.  End  Summary. 

Inflation  Soars  on  Food,  Housing  and  Utilities 


1.2.  (U)  Indonesia's  headline  inflation  rate  jumped  1.4%  (m-o-m) 
bringing  the  y-o-y  inflation  rate  10.4%,  the  highest  rate  since 
September  2006.  Increases  in  food,  housing,  utility  and 
transportation  prices  drove  the  overall  rate  of  inflation.  The 
rapid  increase  surprised  most  analysts,  given  that  Indonesian  food 
prices  often  decline  from  April  to  May  in  line  with  the  harvest 
season,  according  to  a J.P.  Morgan  report.  Food  prices  have 
increased  5.5%  year-to-date  and  18.2%  from  May  2007.  The  rapid  rise 
in  food,  housing  and  transportation  costs  will  exacerbate  already 
waning  consumer  confidence  and  place  significant  strain  to  poor 
household  budgets  (ref  A). 

1.3.  (U)  Core  inflation  (which  excludes  volatile  categories  such  as 
food  and  energy)  increased  to  8.7%  (y-o-y)  in  May  up  from  8.2%  in 
April,  suggesting  that  higher  food  and  fuel  prices  are  slowly 
starting  to  impact  other  goods.  Given  that  the  May  price  data  do 
not  include  the  full  impact  of  the  increase  in  subsidized  fuel 
prices,  which  occurred  in  late  May,  analysts  expect  inflation  to 
accelerate  further  in  June.  Transportation  costs,  which  rose  2.1% 
(m-o-m)  in  May,  are  expected  rise  by  15-30%  in  June,  in  response  to 
fuel  price  hikes. 

Tough  Policy  Decisions  Ahead 


14.  (SBU)  If  food  and  oil  prices  remain  high  or  climb  further, 
Indonesia's  monetary  policymakers  will  face  an  increasingly 
difficult  decision  making  environment.  Most  analysts  expect  the 
central  bank  to  react  swiftly  to  the  new  price  data  by  raising 
interest  rates  by  as  much  as  50  basis  points  later  this  week. 

During  a donor's  briefing  in  Jakarta,  IMF  representatives  also 
expressed  confidence  in  the  central  bank's  commitment  to  fight 
inflation.  Yet,  some  analysts  assert  that  Indonesia  delayed 
interest  rate  hikes  for  too  long,  and  that  the  central  bank  will 
need  to  raise  rates  dramatically  in  the  coming  months  to  regain 
control  over  inflation.  Other  analysts  worry  that  aggressive 
monetary  tightening  will  significantly  slow  economic  growth  while 
doing  little  to  control  inflation,  which  has  been  driven  by  external 
forces . 

15.  (SBU)  High  global  food  and  fuel  prices  will  also  continue  to 
create  difficult  fiscal  decisions  for  the  government.  If  global  oil 
prices  remain  at  or  near  current  levels,  pressure  on  government 
finances  and  smuggling  should  remain  at  manageable  levels.  Higher 
global  food  and  oil  prices  would  put  renewed  pressure  on  the  budget, 
re-ignite  smuggling,  and  exacerbate  domestic  inflation  (ref  B) . 
Higher  inflation  rates  would  also  dilute  the  effectiveness  of  the 
governments  cash  transfer  program  and  other  pro-poor  programs  in 
advance  of  the  2009  election.  Even  at  current  oil  prices,  the 
government's  ability  to  expand  social  and  development  spending  is 
limited.  Yet,  the  IMF  estimates  that  every  $1  increase  in  the 
global  price  of  fuel  will  raise  the  fuel  subsidy  bill  by  Rp  2-3 
trillion.  If  world  oil  prices  increase  to  $150  per  barrel,  the  fuel 
and  electricity  subsidy  bill  could  exceed  25%  of  the  budget. 
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